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TB£  HESERVE  ?W3jm  AHD 
TH£  FUTUBS  OF  THE  FEOEB^L  BEWt^  SYS1IBM 


It  has  "beeti  aruggesied  that  I  address  you  upon  the  subject  of  "the 
future  of  the  Federal  Reserve  System"*    To  venture  to  predict  the  fu- 
ture  is  always  a  risky  undertaking  and  I,  for  one,  dislike  to -atteiqpt 
the  rcle  of  prophet.    But  if  oar  new  hanking  system  is  to  attain  its 
fullest  measure  of  success,  we  must  have  in  our  minds  a  very  definite 
ideal,  a  clear  conception  of  the  goal  toviards  which  we  are  striving, 
so  that  each  consecutive  step  may  be  a  consistent  move  in  that  direc* 
tion.    I  deem  it,  therefore,  a  privilege  to  be  afforded  this  opportun- 
ity  of  addressing  the  leading  association  of  American  baakers  upon  a 
topic  in  which  its  members  are  so  keenly  and  vitally  interested,  and 
wiiicii  -  if  we  are  to  achieve  the  most  fruitful  results  -  should  be 
solved  by  their  o\-vn  efforts  rather  than  by  legislative  initiative. 

The  well  known  British  ^/nriter,  Mr.  Hartley  Withers,  in  his  new 

book,  "International  Finance",  makes  the  following  statement: 

"London's  credit  machinery  has  grown  up  in  almost 
coBrplete  freedom  from  legislation,  and.  it  iias  conse- 
qpiently  been  able  to  grow  without  let  or  hindrance 
along  the  lines  that  expediency  and  convenience  have 
shown  to  be  most  practical  and  useful." 

When  I  read  this  paragraph,  there  came  to  lue  again  the  feeling  of 

regret  that  Jkmerican  banking  had  not  developed  in  a  similar  manner; 

that  -  owing  to  reasons  ;vhich  it  is  unnecessary  to  review  here  -  our 

banking  methods  had  proceeded  along  lines  that  had  proved  disastrous, 


800 

ani  that  maltiplicity  of  banks,  diversity  of  interests,  and  divergence 
of  views  precl\3ded  any  possibility  of  voliintaxy  agreement  concerning 
the  adoption  of  isnifoxm,  Scientific,  and  adeqiiate  modem  banking  methods. 
That  failure  rendered  necessary  bankiiig  \2nder  Government  regulation  and, 
to  a  certain  extent,  in  the  Federal  Reserve  Act,  even  wider  compolaion. 
By  many  this  method  has  been  viewed  with  regret,  but  -unfortunately  there 
appeared  no  other  possibility  of  success. 

I  believe  it  is  safe  to  say.  that,  in  general,  those  laws  have  proved 
the  best  which  put  into  legal  form  existing  usages  already  recognized  by 
actual  experience  as  sound  both  in  principle  and  practice.    With  us,  it 
was  impossible  to  use  existing  banking  habits  as  the  basis  for  our  legis* 
lation.    It  was  necessary  to  take  those  banking  practices  that  had  proved 
their  worth  in  other  countries  and  to  adopt  them  as  our  model,  with  such 
adaptations  as  our  own  conditions  rendered  necessary. 

It  is  a  most  difficult  task,  however,  to  ranodel  fundamentally  the 
structure  of  a  fully  developed  organization  and  to  do  it  while  the  machin- 
ery  is  kept  going  at  top  speed.    It  is  evident  that  it  cannot  be  accom- 
plished without  some  temporary  inc(^venience  and  that  it  must  be  done 
step  by  The  tracks  in  the  new  depot  of  the  New  York  Central  Bail* 

road  in  New  York  had  to  be  moved  many  hundreds  of  times  in  order  to  keep 
the  trains  running  while  the  larger  basis  of  operation  was  being  perfect* 
ed. 

I  am  profoundly  convinced  that  the  federal  Reserve  Act  will  prove 
one  of  the  luost  constructive  contributions  ever  made  by  Congress,  and  that 
the  further  the  system  develops,  the  more  apparent  will  this  become. 


V        ■  .  / 
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Present  Federal  Reserve  Act  not  a 
Finality,  but  a  Befe inning. 

Bat,  in  expressing  my  "unboiindeci  confidence  in  tlie  future  of  the  sys- 
tem, I  am  fully  conscious  of  the  fact  that,  ^jd.  j.t3  present  form,  it  is 
not  a  finality,  but  a  beginning.     The  tracks  will  have  to  be  shifted 
many  a  time,  and,  as  the  fields  op®[ied  by  the  new  organization  are  de- 
veloped, substantial  changes  in  machiner:Jr  will  have  to  be  mads  in  order 
to  cope  with  new  demands. 

Indeed,  the  Federal  Reserve  Act  would  prove  a  failure  if  ths&e 

« 

changes  in  the  system  did  not  become  necessary  frcsa  time  to  time.  In 
t'nis  process  of  developing  the  new  machinery  to  its  fullest  degree  of 
usefulness,  the  bankers  of  the  United  States  will  have  to  play  the  most 

« 

prominent  part,  and  it  is  for  this  reason  that  I  am  particularly  anxious 
that  we  all  should  reach  a  clear  understanding  about  the  iTuture  course 
of  American  banking,  its  hopes  and  its  fears.    Only  if  we  take  this 
more  comprehensive  view  shall  we  be  able  to  plan  wisely  -not  for  the 
morrow,  not  for  single  interests,  but  for  the  larger  future  and  the 


benefit  of  all. 


I  have  no  doubt  tha.t  your  Association  is  in  hamony  v/ith  these  views 
and  that,  in  cooperating  along  these  lines,  it  will  prove  a  most  import- 
ant and  helpful  factor  in  the  simultaneous  evolution  of  good  bankirig 
practice  and  good  banking  legislation.    The  natural  development  will  be 
that  Congress  will  call  upon  the  Federal  Reserve  Board  more  and  more  to 
act  as  an  expert  body  in  questions  of  baaaking  -  though,  unfortunately, 
this  does  not  mean  that  our  advice  will  always  be  heeded.    Our  conferen- 
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ces  with  your  coranittees  will  assist  ua  in  the  future,  as  they  have  in 
the  past,  to  do  our  duties  faidy  in  administering  the  Federal  Beserve 
System,  and  in  pxenxi3ng  for  its  future  grov,-th. 

The  RgciI  Moaning  of  "RosorvoC'" 

Let  us  try  to  review  as  briefly  as  possible  the  min  features  adopt- 
ed  froiii  European  banking,  and  to  establish  where  we  stopped  half-way  and 
what  still  remains  to  be  done.    Tiii.e  will  not  pennit  me  to  cover  each  of 
the  various  phases  involved,  but  it  may  be  possible  to  deal  fairly  com- 
prehensively with  the  topic  of  reserves,  vshich,  after  all^  is  to  many  the 
most  puzzling  and  to  all  the  most  vital  question  involvec^  in  the  problem. 

In  1910,  I  published  a  tentative  plan  entitled,  "A  United  Reserve 

I 

Bank  of  the  United  States."    Later  on,  Senator  Aldrich  called  the  system 
that  he  proposed,  "A  National  Reserve  Association";  and  finally  the  Owen- 
Cjlass  committees  devised  the  "Federal  Reserve  System",  which  v>ras  enacted 
into  law.    The  word  "reserve"  has  been  embodied  in  all  these  varying 
names,  and  this  is  significant  because  the  adoption  of  the  principle  of 
cooperative  reserves  is  the  characteristic  feature  of  each  of  these  plans. 

"Monetary  and  banking  reform"  made  its  greatest  step  forward  when 
public  opinion  recognized  tl^at  it  was  not  essentially  a  question,  of  note 
issues  but  one  of  reserves.    But,  though  this  reserve  problem  has  thas 
been  before  us  for  many  years,  it  is  a  strange  fact  that  there  still  ex- 
ists a  singular  confusion  in  the  minds  of  bankers,  writers,  and  students 
as  to*  what  the  word  "reserve"  actually  means  in  this  connection. 
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There  are  all  kinds  of  reserves.    There  are  military  and  naval  re- 
serves.    We  speak  of  reserves  in  cLealiiig  with  water  supply,  vidth  food, 
raw  materials,  rolling  stock,  electric  power,  and  wiiat  nbt.    In  each  case 
its  meaning  depends  upon  the  requirements  of  the  organization  laaintaining 
the  reserve.    H^iserve  is,  as  the  nanie  isogplies,  inhat  one  holds  back.  It 
generally  means  aji  extra  supply  6f  something  kept  idle  for  the  purpose 

* 

of  being  imojediately  available  to  take  care  of  an  increased  demand  in 
excess  of  normal  requirements.    Now,  if  we  wish  to  get  a  clear  concep- 
tiosi  of  the  meaning  of  reserves  in  coDnection  with  the  Federsd  Beserve 
System,  we  must  -under stand  that  ii  is  necessary  to  recognise  central 
banks  as  entirely  different  organizations  from  the  coiiiiiie rc ial  banks  and 
trust  companies  and,  consequently^  that  their  respective  reserves  dif- 
fer as  much  as  those  of  ari  ice  factory  and  a  summer  hotel  -  the  one  a 
producer  and  the  other  a  consumer  of  ice. 

Beserve s  of  central  banks  and  reserves  of  the  general  stock  oaLnks 
are  two  entirely  different  things. 

For  the  saJse  of  greater  simplicity,  I  shall  in  this  address  call 
» 

the  national  banks,  State  banks  and  trust  companies,  the  "stock  banks" 
and  their  reserves  "banking  reserves",  and  I  shall  tent  the  reserves  of 

« 

the  central  banks  "gold  reserves",  leaving  it  open  at  this  point  %vhether 
or  not  these  latter  reserves  should  include  silver  and  greenbacks. 

The  Federal  Reserve  System  is  a  coordination  of  twelve  central 
banks;  and  the  aamd  principle  as  to  reserves,  therefore,  applies  as  if 
we  were  dealing  vnth  one  central  bank.    I  shall,  therefore,  in  this  ad> 
dress,  class  the  Federal  Beserve  System  with  the  central  banks. 


I 
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Let  us  consider  first  the  functions  of  the  stock  banks  in  central 


bank  countries. 


Deposit  banking  is  the  art  of  v/isoly  employing  the  depositors' 
stored  up  purchasing  power.    It  is  based  on  the  principle  that  there 
is  a  sufficient  variety  of  conditions  amongst  the  depositors  and  bor- 
rowers of  a  bank  so  as  normally  to  preclude  the  probability  of  the 
depositors'  withdrawing  and  vj&xog  their  own  money  faster  than  it  can 
be  collected  from  the  borrowers,  to  whom  the  depositors'  purchasing 
power  temporarily  has  been  transferred.    The  bank's  own  capital  and 
the  uninvested  part  of  its  deposits  form  the  insurance,  or  reserve, 
f-und  to  act  as  an  equalizer  in  balancing  these  scales.    It  is  essen- 
tially a  question  of  excx^anging  credits  and,  wherb  there  is  a  central 
banking  mchinery  eriabling  the  stock  banks  to  liquidate  a  sufficient 
amount  of  their  assets  to  make  good  any  deficits  that  may  occur,  the 
whole  system  is  safe  and  complete.    Tlie  central  banking  organization 
provides  the  member  banks  either  with  balances  to  be  used  in  the  clear- 
ing, or,  if  currency  shoula  be  required,  with  notes  which  will  be  ac- 
cepted  by  their  depositors  in  settlement  of  the  stock  bank's  obligations 

In  countries  where  these  notes  of  the  central  banks  are  generally 
accepted  in  settlemenv  of  debts  by  business  men  and  banks,  the.  "bank- 

* 

ing  reserves"  of  tlie  stock  banks  may  safely  consist  of  the  caitral 
bank  currency,  cr  of  a  balance  kept  with  the  central  bank,  convertible 
into  sucn  currency.    These  f om  the  first  line  of  banking  reserves. 
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The  second  line  consists  of  those  assets  wiiich,  with  certainty  anA 
promptness,  may  be  converoed  jnto  credit  balances  with  the  central  bank. 
It  is  simply  a  question  of  liaving  a  reserve  of  such  credit  currency,  or 
of  power  to  produce .  such  credit  balan-jes,  as  will  provide  an  acceptable 
means  of  satisfyir^g  depositors. 

Balances  with  the  centrsd  bank,  and  its  notes,  entitle  the  stock 
banks,  like  any  other  holder,  to  payment  in  legal  tender;  and  if  legal 
tender  is  demanded  by  creditors  of  the  stock  banks,  the  latter  mast  re- 
ly upon  the  centrsd  bank  to  furnish  it.    The  duty  to  keep  its  own  de- 
posit  and  note  obligations  sufficiently  protected  by  a  proper  proportion 
of  metallic  cover  rests  with  the  central  bank,  and  its  reserves,  there- 
fore, must  consist  exclusively  of  the  metal  in  which  its  obligations 
are  payable. 

In  central  bank  c6untrie^s  there  does  not  exist  any  law  that  re- 
quires stock  baniwS  to  keep  in  actual  specie  in  their  oim  vaults  a  cer- 
tain proportion  of  their  deposits.    All  the  central  bank  usually  re- 
quires  is  tljat  the  stock  banks,  and  other  firms,  maintain  with  it  free 
balances  comiiiens-^arate  with  the  scope  of  their  transactions.    As  a  mat- 
ter of  fact,  if  we  study  the  stataoaents  of  European  stock  banks  we  find 
one  single  cash  item  which  includes  the  combined  holding  of  gold,  sil- 
ver,  bank  notes,  and  the  balance  with  the  central  bank. 

I  still  remember  that  when  I  had  my  initiaticm  into  banking  in 
Europe,  twenty-eight  years  ago,  we  never  bothered  much  about  our  cash 
in  vault.    We  never  had  more  than  we  needed  as  till  money.    If  we  ac- 
cumulated  too  much,  we  sent  it  to  the  central  haxu.  to  be  credited'  to, 
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our  acco-ant.      If  we  ran  short,  we  sent  over  \:o  the  central  bank  and  got 
wlat  currency  we  required.    The  cash  item  vvas  of  very  little  interest 
to  us,  "but  we  watched  continually  the  balance  with  the  central  bank,  and 
if  our  balance  approached  the  prescribed  mininum,  we  wculd  strengthen  it 
by  sending  over  for  discount  some  short  paper  maturing  within  five,  ten 
or  fifteen  days  -  or,  if  demands  were  extraordinarily  heavy  and  unexpect- 
ed, we  might  have  to  send  over  paper  of  longer  maturity.    Or,  at  times, 
when  the  discount  rate  of  the  central  bank  was  higher  than  the  ruling 
rate  of  the  stock  banks,  the  latter  woula  take  our  short  paper  -  ^ust 
as  we  would  iLake  short  logins  to  thein  .vhen  we  haa  surplus  funds  to  lend. 
If  conditions  became  such  that  the  stock  banks  were  crowded  so  that  the 
central  bank  vvo"ald  notice  tiiat  the  icaturities  it  was  discounting  were 
gradually  becomirig  lor^er,  the  central  bank  would  have  to  consider  whe- 
ther  or  not  it  was  tinie  for  it  to  raise  its  rate.    If  the  increased  de- 
mand was  aus  to  seasona.1  requirements,  the  central  bank  would  maintain 
its  rate  and  go  deeper  into ^ its  reserves.     If  the  central  bank  suspect- 
ed that  over- expansion  or  speculation,  or  gold  exports  of  alarming  pro- 
portions,were  at  the  bottom  of  the  increased  inroaxis  into  its  reserves, 
it  would  counter  with  an  increase  in  its  rate. 

Liff erence  between  Old  and  New 

Syste^.s  in  the  United  States. 

In  the  Uaited  States  our  old  State  banking  systems  did  not  provide 
for  any  central  organization  to  protect  the  banks'  gold  obligations,  nor 
did  they  furnish  the  machinery  by  wOaiich,  in  case  of  need,  baziks  could 
convert  their  commercial  assets  into  cash  or  credit  balances.    The  Fational 


Bank  Act,  therefore,  req;air3d  every  natioral  ba.nk.  to  irairitain  against  its 
deposits  a  certain  percentage  of  act'ual  lawful  money  reserve,  which  it 
was  considered  should  constitute  its  contribution  to  the  general  gold 
protection  of  the  nation;  in  addition,  creait  bank  balances  in  .Reserve 
and  Central  Reserve  Cities  were  to  provide  a  certain  liquidity  in  case 
of  emergencies.    The  vicious  shortcomings  of  this  old  method  are  well 
known  to  everybody  here,  ana  need  not  be  elaborated. 

The  Federal  Reserve  Act  brought  about  a  most  radical  change.  It 
created  a  system  of  twelve  central  banks  which,  cooperating  with  one 
another,  were  from  then  on  to  exercise  two  important  functions  in  re- 
lation  to  their  member  banks;  first,  to  provide  a  sufficient  gold  cover 
for  the  country's  gold  obligations^  and,  second,  to  provide  the  machin- 
ery for  turning,  whenever  desired,  the  member  banks'  commercial  assets 
into  available  cEedit  balances,  or  cash.  • 

The  first  function  relieved  the  member  banks  of  the  necessity  of 
keeping  in  their  vaults  large  amounts  of  gold  for  the  general  protection 
of  the  country;  the  second  rendered  unnecessary  the  so-called  reserve 
balances  with  correspondents  in  Reserve  and  Central  Reserve  Cities.  The 
safe  and  effectual  transfer  of  these  burdens  to  the  Federal  Reserve 
Banks  must  be  predicated,  however,  upon  a  sufficient  mobixization  and 
concentration  of  gold  in  the  hands  of  the  Federal  Reserve  Banks,  and, 
furthermore,  upon  the  existence  of  a  large  vol-ume  of  standardized  com- 
mercial  and  banking  paper,  easily  rediscountable  without  red  tape  with 
the  Federal  Reserve  Banks.    This  is  where  the  Federal  Reserve  Act  stopped 
half  way.    It  did  not  say  to  the  member  banks,  "Maintain  with  the  Federal 
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Reserve  Bank  a  minimum  baliiice  sufficient  fcr  the  general  safety  of  the 
coimtry,  and  wha.tev8r  cash  you  keep  in  excess  of  that  in  yoixr  own  vaults  - 
be  that  gold  or  silver  or  Federal  Reserve  notes  -  is  your  own  concern. 
But  bear  in  mind  that  the  larger  the  eold  fund  produced  by  the  combined 
contributions  from  your  own  vaults,  the  stronger  will  be  th^  protection 
to  you  -and  the  entire  country."    The  law  continued,  instead,  the  anomaly 
of  requiring  member  banks  to  lock  up  in  their  vaults  hundreds  of  millions 
of  dollars,  thus  preventing  them  by  Isgal  enactment  from  giving  addition- 
al strength  to  their  own  protective  system,  even  if  they  should  want  to 
do  so.    It  further  createa  the  anomalous  situation  that,  while  a  balance 
with  a  Federal  Reserve  Bonk  could  be  considered  as  reserve,  the  Federal 
Reserve  note  could  not  be  so  counted,  despite  the  fact  that  it  is  a  prior 
lien  gainst  the  assets  of  the  bank  -*nd  is  the  obligation  of  the  United 
States,  while  the  balance  is  not. 

This  inconsistency  -  to  a  certain  extent  at  least  -  has  been  cured; 
Congress  having  passed,  upon  tne  recommendation  of  the  Board,  a  most  im- 
portint  amendment  autnorizing  tne  Board  to  permit  member  b.anks  to  keep 
any  portion  of  their  required  vault  reserve  as  balances  Kith  their  Feder- 
al Reserve  Banks.    In  passing  tnis  amenoment.  Congress  has  opened  the  path, 
for  great  strides  in  c.avance,  and  it  remains  to  be  seen  now,  how  far  the 
bankers  of  the  United  States  will  be  able  to  seize  this  opportunity  of 
doubling  the  strength  of  their  Federal  Reserve  Banks. 

There  has  bean  a  great  de  .1  of  grumbling,  particularly  on  the  part 
of  the  couTttry  banks,  to  the  effect  thit  their  reserve  requirements  are 
too  heavy,  -Jid  they  .have  sometimes  suggested  that  they  be  permitted  to 
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continue  to  count       reserve  certain  "bai-jice?!  kept  with  their  correspond- 
ent  banks.     If  aember  banks'  reserve  requirements  should  be  found  unneces- 
sarily heavy,  let  us  reduc3  ^heni  outr^ht;  but  do  not  let  us  continue  the 
confusion  of  co^lnting  as  reserve  wliat  -  by  p^ain  reasoning  -  should  not 
be  called  or  treated  as  a  reserve.  Let  us,  in  oar  plans  for  the  future, 
tiy  to  look  at  the  problem  as  a  single  ^[aestlon  of  keeping  a  sufficient 
balinnce  with  the  Federal  Reserve  Bank,  -jsd  when  th:it  is  mintained,  leave 
it  to  the  m^ber  bank  to  keep  liquid  and  strong  in  its  own  v«ay.    Do  not 
let  us  appXy  the  tem  reserve  to  a  balance  with  another  soeiziber  bank, 
vmich  may  be  invested  in  securities  or  lo:med  on  the  stock  exchange;  nor 
let  us  cpunt  as  reserve  checks  in  process  of  collection,  2na  yet,  at  the 
s-ome  time,  treat  Federal  He  serve  notes  as  an  asset  that  cannot  be  count- 
ed  as  a  banking  reserve. 

Cm  V^e  meet  Post-Bell-uni  Demands. 
In  dealing  witn  the  problem  of  adequate  reserves,  we  most  first  and 
always  consider  the  question  of  whether  or  not  our  Federal  Be  serve  Banks 
are  sufficiently  strong  for  the  protection  of  the  country  or  whether 
thsy  are  stronger  than  necessary.    Whenever  the  latter  question  can  be 
answered  in  the  affirmative,  then  only  will  we  be  justified  in  consid- 
ering the  advisability  of  reducii^  the  member  banks'  reserve  requirements. 

is  the  Federal  Eeserve  System's  lending  power  today?    If  we 
set  aside  a  gold  reserve  of  only  40^  -r  which  laay  do  in  times  of  stress, 
but  is  not  a  proper  and  ^T^ff icient  basis  in  normal  times  -  we  find  that 
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we  have  a  free  gold  reserve  of  about  $206,C0u,C00*  or,  if  we  include  the 
gold  now  held  in  cold  storage  by  the  federal  Bjeserve  Agents,  about  $380,- 
000,000.    This  Eoeans  that,  by  additional  rediscount  operations,  or  pur- 
chases  in  the  open  market,  for  hoii£  requiroments  or  for  export,  we  are 
able  to  stand  a  loss  of  gold  of  from  two  to  three  hundred  million  dol- 
lars.     $300,000,000  is  a  very  large  amount,  but  when  we  realize  that  the 
Nation's  gold  holding  in  one  year  lias  increased  by  about  $500,000,000, 
it  is  well  for  us  to  consider  whether  or  not  we  shall  be  able  to  hold 
this  gold  at  the  end  of  the  war.    It  is  impossible  to  predict  what  will 
then  be  our  economic  and  financial  .situation.    Perliaps  we  may  find  our- 
selves in  an  over-expanded  or  generally  unsatisfactory  condition,  and 
we  may  have  to  face  a  readjustment  in  vmich  all  our  banking  strength 
may  be  req.uired.    On  the  other  iiand,  things  may  go  well  with  us,  but  in 
the  rest  of  the  world  there  may  be  a  great  deal  of  financial  distress. 


*Present  lending  power  of  the  Federal  Reserve  Banks  -(Sept«nber  1,  1S16) 

Net  deposits  (Govt.  &  bank  deposits 

'    less  float  $500,008,000 

35^  thereof  $175,003,000 

Note  liability   20,890,000 

40^  thereof   8.356.000 

Total  required  reserve  against 
deposit  and  note  liabilities  •  $183,359 , OCX) 

Total  cash  reserve  $365,376,000 

Cash  equivalent  of  FR  notes  on  hand. .    34,084,000  389,460.000 

Additional  lending  power  of  F.  R. 
banks  if  loans  are  taken  in  law- 
ful money  $206,101,000 

Additional  lending  power  if  loans 

are  taken  in  F.  R.  notes  $515,352,500 
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In  that  case  (and  it  may  be  the  more  likely  ^'f  the  two)  we  shall  have  al- 
most boundless  opportunities,  hut  serious  obligations  as  well.  Foreign 
loans  in  the  old  and  the  new  world  may  draw  away  our  capital  at  interest 

« 

rates  far  in  excess  of  our  own.    Our  exporters  will  have  to  meet  the 
keen  competition  of  other  nations,  and  even  though  at  first  there  will 

* 

probably  be  a  strong  demand  for  certain  of  our  raw  mterials,  the  pur- 
chasing power  of  many  a  coimtry  will  be  found  materially  reduced.  These 
are  conditions  which,  in  the  long  run,  may  be  the  cause  of  heavy  gold 
exports  from  the  United  States  and  which,  if  we  remain  unprepared,  may 
seriously  check  our  progress.    If,  on  the  other  hand,  we  forearm,  we  may 
grasp  the  opportunity  of  taking  our  place  as  the  strongest  of  the  world's 
bankers  and  furnish  our  industries  with  the  basis  for  a  solid  expension. 

Amount  of  Free  Gold  mobilized  Ridiculously  Small. 
Does  it  not  appear  ridiculous  that  a  country  owning  over  two  billions 
and  a  half  of  gold  should  not  be  able  to  mobilize  a  larger  free  gold  re- 
serve than  two  or  three  hundred  millions  of  dollars,  particularly  when 
it  is  apparent  that  its  future  financial  and  economic  growth  will  depend 
upon  the  extent  of  the  "preparedness"  that  it  can  provide  in  this  respect? 

During  the  critical  period  following  the  outbreak  of  the  war  in 
1S14,  there  were  issued  $386,000,000  of  currency  under  the  so-called  Al- 
drich-Vreeland  Act.    Has  it  occurred  to  you  tiiat  if  a  similar  amount  were 
needed  under  the  Federal  Reserve  Act  it  would  absorb  a  gold  reserve,  on 
a  40^  basis,  of  $154,000,000?    But  financial  history  has  shown  that  each 
crisis  develops  larger  demands  tiian  its  predecessor,  and,  with  our  con- 
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stantly  growing  pyramid  of  deposits  and  loans>  and  with  the  gigantic 

* 

scale  upon  which  financial  transactions  are  now  conducted,  it  is  our 

* 

duty  to  be  prepared  for  ever  larger  demands.    The  fact  that  we  are 
strongly  forearmed,  far  beyond  a  limit  expected  to  be  actually  reached, 
will  be  the  only  means  of  restraining  these  demands  to  safe  and  reason- 
able  bounds.    We  ought  to  be  able,  therefore,  to  lose  $300,000,000  to 
$500,000,000  and  still  have  $200,000,000  or  $300,000,000  of  free  gold 
to  serve  as  a  basis  for  emergency  operations- 

I  cannot  urge  you  too  strongly,  therefore,  to  cooperate  to  the  ut- 

* 

most  of  your  abilities  in  keeping  your  balances  with  the  Federal  Re- 
serve Banks  high,  and  your  vault  money  dovm  to  the  minimum  that  your 
own  till  requirements  will  safely  and  conveniently  pemit.    It  is  ob- 
vious tiiat,  in  strengthening  the  Federal  Reserve  Banks,  you  are 
strengthening  yourselves. 

If  a  country  bank  with  $^5,000  in  capital  and  $150,000  in  deposits 
keeps  in  its  vaults  $5,000  or  $10,000  of  gold,  does  it  expect  that,  in 

I 

case  of  a  national  emergency,  iz  could  protect  itself  with  that  amount 
of  legal  tender  in  the  event  the  Fedeial  Reserve  Baiiks  stopped  paying 
in  gold  or  stopped  rediscount ing?    If  a  country  bank's  depositors  want 
cash,  they  will  be  perfectly  satisfied  to  take  Federal  Reserve  notes. 
But  the  power  to  furnish  these  notes,  or  credit,  is  limitwd  by  the 
amount  of  gold  held  by  the  Federal  Reserve  Banks.    While  the  $5,000 
gold  in  vault  of  the  number  bank  will  not,  therefore,  protect  it,  the 
specie  and  legal  tender  notes  held  by  all  of  them  collectively  (about 
$770,000,000)  can  be  msuie  to  form  the  strongest  possible  bulwark  of  pro- 
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tection  for  all  if  deposited  in  the  Federal  Keserve  Banks. 

But  you  may  ask  me  how  is  it  that  in  Europe  central  "baiikis  control 
these  vast  amounts  of  gold  while  the  deposit  balances  maintained  by  the 
stock  banks  are  comparatively  small,  and  why  then  should  it  be  nevessary 
for  the  American  member  banks  to  keep  such  large  deposit  balances?  This 
is,  again,  because  we  have  stopped  half  way.    The. Bank  of  England  issues 
notes  only  against  gold.    The  other  leading  central  bariks  of  Europe  is- 
sue notes  against  gold  (in  certain  countries  gold  and  silver)  and  commer- 
cial paper.    There  may  be  lOOJ^  of  gold,  but  there  may  not  be  less  than  a 
prescribed  minimum  gold  reserve.  ,  But  they  do  not  provide  that  notes  may 
not  be  issued  against  gold  without  a  certain  reserve  of  commercial  paper. 
Tliat  theory  -  which  makes  all  Europe  laugh  at  us  -  is,  however,  the  one 
underlying  the  Federal  Reserve  Act.   .The  Board  urged  Congress  to  remedy 
the  law  in  this  respect.    The  Senate  responded  favorably  uy  passing  a 
bill  on  these  lines,  but,  unfortunately,  it  was  lost  in.  conference. 

Europe's  Successful  Experience 
not  to  be  arbitrarily  condemn- 
ed by  us. 

It  is  hard  to  comprehend  why,  if  this  principle  has  been  \miversal-- 
ly  and  successfully  adopted  by  the  leading  central  banks,  and  has  been 
the  root  of  their  surprising  strength  during  the  last  two  years  of  .  ter- 
rific strain,  it  should  be  arbitrarily  condemned  or  disregarded  by  us. 
Let  us  examine  the  statements  of  some  of  these  central  banks  as  they 
appeared  before  the  war: 
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"METALLIC  RESERVES  OF  THE  PRINCIPAL  CEFUEAL  BANKS  OF  EUROPE* 
AT  THE  END  OF  THE  CALEilDAR  YEAR  1913,  AND  THE  ESHCENTAGE  OF 
THEIR  DEMND  LIABILITIES  ^TIICH  VTEBE  EEPREoEl^TED  BY  NOTES  IN 
CIRCULATION  AND  DEPOSITS. 


METALLIC 
RESERVES 

D  E 

M  A 

!  D  L 

I  A  E  I 

L  I  T 

I  E  S 

« 

Notes  in 

Public 

Private 

Total 

Millions 

Circulation  Deposits 

Depos 

its 

Deposits 

of 

Mill 

Per 

Mill 

Per 

Mill 

Per 

Mill 

Per 

Dollars 

doll 

cent 

doll 

cent 

doll 

cent 

doll 

cent 

Bank  of  France 

800 

1165 

85 

63 

5 

142 

10 

205 

15 

Reichsbank 

344 

617 

77 

«  • 

« 

*       4  « 

•  • 

189 

23 

Itassian  State  Bank 

818 

857 

57 

490 

33 

■  142 

10 

632 

43 

Austro -Hungarian  Bank  305 

506 

93 

•  • 

•  • 

•  •  • 

•  • 

38 

7 

Bank  of  Italy 

233 

417 

75 

40 

7 

98 

18 

138 

25 

Bank  of  Netherlands 

64 

134 

99 

•  • 

•  • 

2 

1 

2 

1 

Nat. Bank  of  Belgium 

59 

203 

91 

3 

1 

17 

8 

20 

9 

Swiss  National  Bank 

37 

61 

84 

•  « 

«  • 

•  • 

• 

11 

16 

Federal  Reserve  Banks  365 

14 

3 

51 

9 

485 

88 

536 

97 

Septemiber  1,  1916  

It  is  evident  from  these  statistics  that  the  United  States  are  following 
a  course  diametrically  opposed  to  that  of  all  other  central  banks.    While  our 
central  gold  reserve,  disregarding  capital,  is  made  up  97^  from  deposits,  and 
3^  from  note  issue,  the  stat^ent  of  the  Bank  of  the  Netherlands  shows  that  it 


*I  have  not  included  the  Bank  of  England,  because  its  organization  does  not 
provide  for  so-called  elastic  note  issue,  and  because,  during  the  recent  criti- 
cal  period,  it  proved  anew  its  inferiority  in  this  respect  as  compared  with 
modem  central  banks  like  the  Banque  de  France  de  France  and  the  Eeichsbank. 
Owing  to  the  rigidity  of  the  structure  of  the  Banlc  of  England,  that  country 
could  not  pron{>tly  meet  the  first  pressure  following  the  beginning  of  the  war. 
There  was  an  inelastic  and  insufficient  note  issuing  power  and  the  consequence 
was  that  a  situation  developed  in  which  the  Government  credit  had  to  be  thrown 
into  the  scales  to  a  iriuch  larger  extent  than  with  any  other  nation.    The  Brit- 
ish Government  had  to  guarantee  acceptances,  discounts,  and  stock  exchange 
loans  to  an  almost  unlimited  degree;  it  had  to  issue,  in  August,  1914,  £37,603,- 
000  of  small  notes  to  provide  the  needed  currency.    I  believe  it  is  safe  to  say 
that  the  moratorium  and  the  great  inconveniences  and  losses  inflicted  upon  Eng- 
land's debtor  nations  might  have  been  avoided  if  the  organization  of  the  Bank 
of  England  had  been  more  modem  and  possessed  of  greater  elasticity.  England's 
unpau'alleled  power  as  the  world's  creditor  nation,  which  was  brought  into  play 
with  marvellous  boldness  and  ingenuity,  saved  the  day  for  Great  Britain  and 
overcame  the  Bank  of  England's  organic  weakness,  which,  with  any  other  nation, 
might  have  proved  fatal. 
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obtains  99%  of  its  metal  from  circulation  and  1%  from  deposits.    This  is 
tiie  most  extreme  case,  but  the  table  speakis  for  itself  in  showing  that, 
with  the  exception  of  Eussxa,  viOiere  public  deposits  (for  reasons  which 
it  would  lead  too  far  to  explain  here)  are  extraordinarily  large,  the 
important  European  central  banks  secure  tneir  gold  reserve  from  circula- 
tion to  an  extent  varying  between  75  and  99  per  cent. 

It  may  be  worth  our  while  to  analyze  further  what  would  be  the  ef- 
fect of  permitting  Federal  Reserve  Banks  to  issue  notes  in  exchange  for 
gold  in  the  manner  recomxiended  to  Congress  by  the  Federal  Reserve  Board. 

Exchange  of  Federal  Reserve  Notes  for 
Gold  Gartlf  ic  .tcs  /j^ould  Rffotd. Protect  ion. 

If  we  added  $500,000,000  to  the  Federal  Reserve  Bank's  gold  holdings 
by  withdrawing  gold  certificates  from  circulation  and  issued  against  this 
gold  $500,000,000  of  Federal  Reserve  notes,  the  exchange  in  itself  would 
not  alter  the  volume  of  the  country's  total  circulation.    But  our  power  of 
protection  would  be  increased.    If,  sifter  such  exchange,  member  banks  re- 
discounted  with  Federal  Reserve  Banks  $300,000,000  of  paper  and  shipped 
$300,000,000  of  gold  to  Europe  out  of  the  credit  balances  tlms  secured, 
the  Federal  Reserve  Banks'  balance  sheet  would  show  against  these  trans- 
actions: 

* 

•  Noter  outstanding 
Gold  $200,000,000  $500,000,000 

300,000,000  Rediscount 

 against  gold  ship]:ea.   

$500,000,000  $500,000,000 

So  that  the  ii.ere  excimnge  would  have  enabled  us  to  bear  a  loss  of  $500,000,- 
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000  of  "gold  which  otherwise  might  have  aff  ecwed  seriously  our  f  inaacial 
sitviation.    This  argument  is  based  lajron  the  theory  that  possibly  $700,- 
000,000  to  $750,000,000  of  gold  certificates  and  gold,  in  addition  to 
other  kinds  of  currency,  are  at  present  carried  in  the  pockets  of  the 
people  and  in  business  tills  where  Federal  Eeserve  notes  v/ould  serve 
equally  well.    The  obligation  of  the  United  States,  secured  by  all  the 
assets  of  the  Federal  Heserve  B^u^lks  and  a  large  cover  of  gold,  would  re- 
main a  trusted  mediiom  of  exchange  unless  indeed  the  credit  of  the  United 
States  went  to  pieces.    Experience  has  shown  that  a  large  and  constant 
voluttie  of  notes  remains  outstanding  at  all  times  and  that,  during  a  cri- 
sis^ .the  amount  rather  increases  than  decreases.    It  is  certain,  there- 
fore, that  a  very  large  sum  of  gold  could  be  permanently  withdrawn  from 
circulation  and  that,  as  in  Europe,  the  bank  note  circulation  would  take 
its  place.    Against  this  well  recognized  practice,  the  hue  and  cry  of  , 
inflation  has  been  raised.    It  is  hard  to  see  wby  a  process  that  spell? 
"elasticity"  in  France,  Gemany,  Holland,  Belgium,  Austria,  Italy,  Swe- 
den, Uorway,  Russia,  Switzerlaaa,  and  other  countries,  should  spell  "in- 
flation" with  us.    Elasticity  without  restraint  may  lead  to  inflation. 
But  elasticity  v/ell  regulated  by  rigia  supervision  and  definite  require- 
ments of  gold  cover,  elasticity  subject  to  widest  publicity  and  constant, 
ruthless  scrutiny,  may  be  trusted  not  to  go  very  far  astray.' 

As  I  said  the  other  day,  if  you  need  police  protection,  you  must  not 
deny  the  policeman  the  light  to  carry  a  modein  revolver  for  fear  that  he 
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might  shoot  the  wrong  nan.    If  tte  Federal      serve  Banks  and  the  Board 
wanted  to  rrni  amock,  their  present  powers  are  sufficisntly  large  to  en- 
able them  to  do  harm.    Their  ability  to  do  mischief  wo\ild  hardly  be  in- 
creased  by  the  added  power,  but  their  ability. to  proueut  womd  grow  im- 
measurably. 

Opportmilty  of  Conserving  $600.000,000  Gold 

Imports  Lost . 

Since  the  Federal  Reserve  Banks  opened,  there  has  come  into  the 
United  States  from  abroad  over  $600,000,000  geld.    This  stream  of  gold 
should  have  benefited  the  Federal  Reserve  Banks.    They  should  have  im- 
pounded the  gold  and  issaed  their  Federal  Reserve  notes  against  it.  As 
it  is,  they  have  lost  this  unique  opportunity  of  gaining  additional 
strength;  they  have  had  to  stsuid  by  idly  and  let  the  gold  flow  into  the 
member  banks  or  go  into  circulation.    Let  us  throw  the  searchlight  on 
this  bogey  that  procuring  additional  gold  by  note  issue  is  dangerous, 
«diile  to  obtain  it  by  additional  member  bank  deposits  is  safe.  This 
will  best  be  accomplished  by  taking  our  present  combined  statement  and 
adding  $500,000,000  gold  obtained  by  additiozial  deposits,  or,  as  an  al- 
ternative, adding  $500,000,000  obtained  by  issuing  notes  in  exchange  for 
a  like  amount  of  gold,  and  then  comparir^g  the  results: 
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A  L     B  R  N  A  T  I  V  E  "A" 


Assets: 

Cash  reserve  365  plus  500 
JSaming  assets 
All  other  assets 


Eeserve,  Zb$  on  1036 

40^  on  14 

Cash 

Free  gold 


Mil 1 ions 

of 
dollars 

865 
182 
60 


Liabil  ities 

Capital 

Govermoent  deposits 
Bank  deposits  48§  plus 
Hote  liability 
Other  " 


500 


1107 

363 

6 

369 

865 

496  purchasing  power 
1240  note  issuing  power. 


Millions 

of 
dollars 

55 
51 
985 

14 

2 

1107 


o 


LTERUATIVE  "B" 


Asse^ : 


Liabilities 
In  case  law  permitted  issue  of  F,H. 
notes,  against  gold  or  paper,  or  both, 
as  proposed  by  Federal  Reserve  Board. 


Mill  ions 

Mill  ions 

• 

of 

of 

Dollars : 

Dollars : 

Cash  reserve  365  plus  500 

865 

Capital 

55 

Earning  assets 

182 

Gov  eminent  deposits 

51 

All  other  assets 

60 

Bank  deposits 

485 

Kote  liability  14  plus  500 

514 

Other  liability 

2 

1107 

Eeserve,  35^  on  536 

40^  on  514 

-  Cash 


188 
306 
394 
865 


471  purchasing  power 
1178  note  issuing  power. 


• 


\ 


"  Inf lat  ion  »  Argmen  t  s _j^4gwj.rod . 
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It  follows  from  this  illustration  that  the  increase  in  power  "to 
inflate"  is  smaller  if  the  added  powder  is  obtained  by  note  issue  than 
by  deposits.    Unwillingness  to  grant  an  increase  of  power  cannot  be 
accepted,  therefore,  as  the  motive  of  a  Congress  which  encouraged  in- 
crease of  power  by  authorizing  larger  member  bank  balances.    There  must 
be,  therefore,  another  reason.    Our  critics  say:  "The  theory  of  the  Fed 
eral  Reserve  Act  was  to  issue  Federal  Reserve  notes  which  were  to  be  re 
deemed  at  once  when  the  underlying  conimeEcial  transaction  has  been  com- 
pleted, and  that,  by  making  Federal  Reserve  notes  reserve  money,  or  by 
issuing  them  in  exchange  for  gold,  the  note  would  not  be  presented  " 
promptly  for  redemption."    But  have  these  critics  considered  tijat  an 
individual  note  is  never  elastic,  that  it  is  only  the  aggregate  of  ■  . 
notes  outstanding,  the  volume  of  the  entire  circulaUon,  which  fluctu- 
ates £.nd  is  being  made  elastic?    The  degree  of  this  elasticity  is  con- 
^trolled  by  the  aggregate  of  investments  made  by  the  Federal  Reserve 
Banks.    Whenever  the  Federal  Reserve  Banks  collect  tlieir  investments 
at  maturity  and  do  not  reinvest,  they  are  paid  in  their  o-m.  notes,  or 
in  lawful  money.    The  result  in  both  cases  is  the  redemption  of  their 
notes.    In  the  latter  case  the  Federal  Reserve  notes    remain  in  circula- 
tion but  the  lawful  money  takes  the  place  of  the  maturing  paper  as  cov- 
er for  the  Federal  Reserve  notes  and  reduces  the  volume  of  outstanding 
circulation  to  its  level  before  the  Federal  Reserve  Bank  made  its  in- 
vestment.   As  long  as  the  Federal  Reserve  notes  remain  outstanding  an 
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equivalent  of  lawful  money  is  withdrawn  from  circulation,* 

Let  us  take  an  extreme  case  to  make  our  point  clear:    If  we  sup- 
pose that  w©  had  issued  two  billion  dollars  of  Federal  Reserve  notes 
against  gold  and  then,  in  addition,  issued  two  hundred  million  dollars 
of  Federal  Reserve  notes  against  comiiiercial  paper,  there  would  be  two 
billion,  two  hundred  million  dollars  of  Federal  Reserve  notes  outstana- 
ing,  against  which  there  would  be  about  SOJb  of  gold  cover  and  ICffo  of 
paper.    If  the  makers  of  the  two  hundred  millions  of  comrercial  paper 
paid  it  at  maturity  with  the  two  nundred  millions  of  Federal  Reserve 
notes  the  Status  q.uo  ante  would  clearly  be  re-established.    But  it 
would  be  just  as  clearly  ra-establisnea  if  the  makers  of  the  two  hun- 
dred millions  of  commercial  paper  paid  it  in  gold.    Then  we  should  have 
two  billion,  two  hundred  million  of  Federal  Reserve  notes  outstanding, 
against  which  the  bank  would  hold  two  billion,  two  hundred  millions  of 


♦Some  of  our  critics  strenuously  object  to  the  comparatively  small 
accumulation  of  gold  in  the  hands  of  the  Federal  Reserve  Agents  as 
broijght  about  under  present  circuitous  and  very  cumbersome  methods  of 
partially  accomplishing  txie  results  sought  by  the  proposed  amendment. 
It  appears  difficult  to  make  these  writers  see  that  an  exchange  par 
for  par  of  a  $10  Federal  Reserve  note  for  a  $10  gold  certificate  is 
not  increase  of  circulation,  but  a  substitution  of  one  note  for  the 
other.    As  long  as  the  gold  reiriains  with  the  Federal  Reserve  Agent,  the 
Federal  Reserve  note  is,  in  effect,  a  gold  certificate;  with  this  dif- 
ference only,  that  its  holder  has  agreed  in  advance,  in  case  the  Fed- 
eral Reserve  Banks  should  be  called  upon  to  rediscount  heavily,  to 
change  his  gold  secured  Federal  Reserve  note  into  one  secured  by  com- 
mercial paper  with  a  gold  reserve  of  not  less  thEua  40^.    Instead  of  re- 
maining limited  by  the  free  gold  secured  from  member  bank  balances,  the 
Federal  Reserve  Banks  are  trying  to  build  up  a  further  gold  reserve 
from  noteholders  willing  to  trust  Uncle  Sam,  whether  he  gives  them  his 
promise  to  pay  in  the  form  of  a  gola  certificate,  silver  certificate, 
greenback,  or  Federal  Reserve  note.    It  is  needless  to  adf.  that,  in  thus 
strengthening  themselves  the  Federal  Reserve  Banks  are  acting  well  with- 
in the  powers  given  them  by  the  Act. 
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gold.    It  would  simply  mean  that  two  hundred  millions,  of  gold  formerly 
in  circulation,  and  po&sibly  much  worn  by  use,  had  "been  replaced  by  an 
equal  amount  of  new  anuclean  Federal  Be  serve  notes.    In  otner  words, 
the  tv'o  hundred  millions  are  redeemed  in  both  cases,  no  matter  whether 
the  specific  Feaeral  Reserve  note  is  restirxg  in  a  vault  in  Oshkosh  or 
is  being  carried  around  in  the  pocket  of  a  farmer  in  Texas.  Whenever 
tiie  Federal  Reserve  Banks  collect  their  paper  their  notes  are  in  ef- 
fect redeemed  -  no  matter  where  or  how  they  are  being  held.^   But,  un- 
der the  proposed  amendment,   instead  of  roaving  a  circulation  of  which, 
let  us  say,  90^  is  entirely  secured  by  gold  and  lOj^-  is  secured  by  ccan- 
mercial  paper  with  a  4C^  gola  reserve,  we  would  have  all  such  outstand- 
ing  notes  secured  by  about  90f>  of  gold  and  10^  of  paper;  and  if  the 
method  I  am  describing  prevailed,  the  Federal  Reserve  Banks  couM  keep 
their  normal  reserves  mach  higher  than  mder  the  present  system.  If 
this  metiiod  were  adoptea,  I,  for  one,  should  be  in  favor  of  beginning 
to  tax  Federal  Reserve  notes  at  a  higher  point  than  at  present  -  let 
us  say  whenever  the  reserve  went  below  60^  instead  of  40^.    This  would 
probably  satisfy  the  fearful  minds  wnich  apprehend  that  the  increased 
power  might  be  abused^  but  it  would  not  prevent  the  country  from  secur- 
ing the  greater  protective  power  to  wnich  it  is  entitled. 

' that  ■ 

It  will  be  said  that  -he  gold/actualiy  circulated  in  France  and 
GermSLny  at  the  beginning  of  the  war  proved  a  most  valuable  second  line 
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of  emergency  reserve.    That  is  true  and  a.similar  reserve  would  ur.doubt- 
edly  remain  with  us,  because  even  if  the  full  program  here  outlined  were 
realized,  we  should  succeed  in  concentrating  a  certain  portion  only  of 
all  our  gold.    But  it  has  been  estimated  that  the  central  banks  of 
France  and  Germany  controlled  before  1914  about  two  to  three  times  as 
much  gold  as  was  drawn  into  their  vaults  from  circulation  during  the 

* 

war,  while  we  have  only  one  fifth  of  our  gold  under  control  and  four 
times  that  much,  that  is,  two  billions,  scattered  in  circulation  and 
in  the  stock  banks.    Moreover,  there  never  was  before  in  the  world  a 
period  of  inflation  such  as  is  now  in  process  in  Europe,  and  the  adjust- 
ment  after  the  war  will  create  the  keenest  competition  for  the  yellow 

metal. 

Our  critics  say  that,  by  concentrating  the  gold  in  the  Federal 
Reserve  Banks,  we  shall  make  them  the  target  for  go],d  witMrawals.  But 
they  will  be  that  target  anyhow.    The  only  question  is  will  they  be 
able  to  resist  without  being  forced  to  take  premature  and  unnecessarily 
drastic  measures  of  defence.    Let  us  suppose  that  our  member  banks'  ex- 
cess cash  reserves  have  been  wiped  out,  either  by  gold  export  or  by  ex- 
pansion of  the  loan  and  deposit  structure;  let  us  suppose  that  oxir  dis- 
count and  investment  rates  are  fairly  low  As  coiigpared  with  those  pre- 
vailing in  jEurope;  let  us  suppose  that  our  shipments  to  foreign  coun- 
tries  will  no  longer  exceed  our  imports.    Then,  as  money  flows  where 
it  can  safely  earn  the  highest  returns,  our  bankers  will  probably  have 
to  finance  foreign  countries  both  in  government  loans  and  individual 
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transactions.    Suppose  then  that  Mr.  Ivanoff,  in  Petrograd,  draws  $100,000 
at  90  days  sight  on  an  iUnerican  hanker  against  a  credit  granted  to  him, 
rediscounts  that  paper  in  New  York,  and,  against,  this  balance,  fiassie  wants 
gold.    Where  will  it  come  from?    The  member  banks  have  no  more  excess  re- 
serves; shall  we  then  begin  to  witharaw  it  from  circulation  and  how  and 
against  what?    The  New  York  member  bajak  will  rediscount  $100,000  of  bank- 
ers' acceptances  or  comtnercial  paper  with  its  Federal  Reserve  Bank  and 
ask  for  gold.    Ultimately,  therefore,  the  demand  for  gold  will  be  made 
upon  the  Federal  Reserve  Banks.    We  are  faced  with  the  sinple  question: 
will  we  be  strong  enough  to  share  our  plenty,  during  the  coming  period 
of  stress,  with  other  nations  and  be  the  ->?orld's  banker,  or  will  we  be 
so  weak  tliat,  when  these  demands  come,  we  must  stop  them  at  once  by 
raising  our  aiscount  rates  high  enough  to  retain  our  gold  at  home?  Xeep 
all  the  gold  in  your  vaults,  gentlemen,  where  it  is  useless  for  your- 
selves and  deprived  oi  tue  additional  force  tiiat  it  may  gain  in  the  iiands 
of  the  Federal  Reserve  Banks;  keep  every  cash-till  in  hotels,  railroad 
stations,  drygoods  stores,  and  what  not,  filled  with  gold  certificates, 
and  you  will  rob  the  co-antry  of  its  legitinjate  opportunity  of  growth,  of 
helping  itself,  and  of  helping  the  world.    Our  foreign  competitors  will 
proclaim  that  only  a  country  willing  to  part  freely  with  its  gold  may 
safely  be  accepted  as  a  v/orld's  banker,  and  they  will  point  to  the  fact 
that,  in  past  critical  periods,  our  banks  stopped  paying  in  gold.    It  is 
our  outy  to  give  to  the  world  an  overwhelming  evidence  of  our  ability  and 
detemination  in  the  future  to  maintain  our  gold  obligations  under  any 
and  alx  circumstances. 
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Accun]ulation  of  Gold  necessary  for  u.niriate 
Diminution  of  BoncUsocur      Curroncv , 

The  vast  accunulation  of  gold  in  the  Ixands  of  the  Federal  Heserve 
Banks  .which  I  am  urging,  is  of  great  moment  in  its  bearing  upon  the 
future  of  the  national  bank  currency.      The  objects  contemplated  in 
this  respect  by  the  Federal  Ee serve  Act  are  highly  to  be  comc^nded; 
but  carrying  this  scheme  into  effect  is  subject  to  too  many  delays. 
More  comprehensive  action  frcxa  the  beginning  would  have  brought"  about 
better  results.      The  ultimate  aim  which  we  must  have  in  mind  is  the 
conversion  of  a  large  portion  of  the  Zfo  Government  bonds,  now  securing 
circulation,  into  new  3^  bonds,  a  substantial  portion  of  v/hich  will 
gradually  be  absorbed  by  thepeople*      This  vi^ould  have  the  consequence 
of  reducing  the  amount  of  national  bank  circulation,  so  tliat,  at  a 
given  point,  whatever  2fo  honds  the  Federal  Reserve  Banks  acquired  would 
ultimately  be  carried  by  Federal  Reserve  note  circulation  and  this,  in 
tuin,  would  be  of  material  assistance  to  the  Federal  Reserve  Banks  in 
earning  their  dividends.      As  the  absorption  cf  the  3%  bonds  by  the 
public  proceeded,  and  as  the  growing  acceptance  market  offered  a  wider 

ft 

field,  of  investment  for  the  Federal  Be  serve  Banks,  Federal  Reserve 

» 

notes  would  take  the  place  of  Federal  Reserve  Baik  noteSj  bankers'  ac- 
ceptances and  commercial  paper  would  take  the  place  of  Gcvemment  bonds, 
and  an  elastic  and  live  currency  would  replace  the  present  inelastic 
Government  bond  secured  currency. 

In  order  to  carry  out  this  process,  however,  it  will  be  necessary 
nomally  to  maintain  against  Federal  Reserve  notes  at  least  the  40^ 


> 
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reserve  required  by  law,  as  aga.inst  the  &f  of  .reserves  now  required 
against  national  bank  notes.     And  this,  again,  is  an  added  reason  for 
facilitating  the  concentration  of  gold  in  tfca  Federal  Reserve  Banks,  so 
that  they  may  be  strong  enough  to  sustain  this  large  volxime  of  circu- 
lation  on  the  higher  reserve  basis* 

The  larger  powers  which  we  should  enjoy  would  not,  therefore,  be 

r 

employed  to  inflate  circulation.  On  the  contraiy,  as  a  net  result,  it 
would  be  used  for  the  purpose  of  building  up  a  circulation  covered  by  a 
far  stronger  goid  reserve  than  that  of  the  national  bank  notes* 

Until  the  volume  of  the  latter  has  been,  naterially  reduced,  and  un- 
til Federal  Reserve  notes  inay  be  accepted  as  reserve  money  by  the  member 

banks,  the  lending  power  of  the  Federal  Reserve  Banis  will  remain  hampered. 

F€der«.I  Reserve  Banks  h^ve  not  increa sed  volun: e  of  circulation . 
In  spite  of  all  that  has  been  said  by  superficial,  critics  about 

inflation  caused  by  the  issue  of  Federal  Reserve  notes,  the  Federal  Re- 

serve  Banks  combined,  as  a  net  result,  have  added  to  the  circulation  of 

the  country  no  more  than  $14,000,000  of  Federal  Reserve  notes.*  All 

the  rest  has  in  effect  been  redeemed  by  depositing  gold.      In  Federal  Re- 

* 

  • 

serve  Bank  notes,  as  a  net  result,  there  have  been  placed  in  circulation 
less  than  $2,000,000,  while  $55,000,000  Govenment  bonds  iiave  been  pur- 
chased  frcaa  member  banks  and  national  bank  circulation  has  been  reduced 
by  about  $50,000,000.      We  certainly  have  not  inflated  tlB  re  J 


*If  we  bear  in  aiind  that  on  September  1,  1916,  the  Federal  Reserve 
Banks  had  on  hand  a  total  of  ^ut  $24,000,000  Federal  Reserve  notes, 
we  must  admit  that,  as  a  net  result  of  their  is.sue  activities,  the 
volume  of  the  country's  circulation  has  nob  expanded  but  has  beai 
actually  contracted  to  the  extent  of  over  $6,000,000. 
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It  has  been  said  by  90vb  critics  that  Federal.  Eeserve  Banls  should 
not,  -onder  any  circumstances,  issue  Federal  Reserve  Bank  notes*  There 
is  no  doubt  that  the  national  bahk  note  circulation  is  an  objectionable 
feature  in  our  Hionetary  system,  but  the  fact  remains  that  the  co\3ntry 
is  accustomed  and  adjusted  to  a  certain  voliime  of  currency,  and  vse  could 
not  eliminate  about  $700,000,000  of  it  jArithout  patting  something  in  its 
stead.      It  is  most  important  that  the  process  of  filling  denands  for 
currency  by  issuing  national  bazik  notes  should  stop,  and  that,  by  a 
graoual  reduction  of  the  outstanding  volume,  a  vacuum  be  created  for 
Federal  Hesarve  note  circulation*     But,  pending  this  process  of  grad- 
ual substitution  -  that  is,  the  process  of  purchasing  Government  bonds 
from  member  banks,  conversion  into  2>fo  bonds  and  one-year  notes,  sale  to 
the  public  of  oj'^  bonds,  and  reinvestment  of  the  proceeds  in  commercial 
or  banking  paper  -  there  will  be  an  interregnum  when  Federal  Eeserve 
Bank  notes  must  be  issued  temporarily,  until  there  is  available  a  suf- 
ficient amount  of  paper  to  take  the  place  of  C-overnnent  bonds,  a  suffi- 
cient absorption  of  these  bonds  by  the  public,  aid  a  sufficient  strength 
in  gold  reserves. 

Let  us  bear  in  mind  that  Federal  Reserve  Bank  circulation  is  net 
added  circulation,  but  a  partial  substitution  of  new  notes  for  redeemed 
old  national  bank  circulation,  and  that,  when  issued  by  Federal  Reserve 
Banks,  it  will  have  a  certain  degree  of  elasticity,  because  it  will 
be  issued  from  time  to  time  only  in  hanoony  with  the  general  policy 
of  the  Federal  Reserve  Banks  and  not  kept  out  perpetually  for  tiie 
sake  of  theprofit  involved, as  now  dne  by  the  national  banks* 
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How  the  Present  Law  Dis&i-oates 
Federal  Beserve  Banks*  Gold  Holdings. 

The  Federal  Reserve  Bagiks  have  made  investm^ts  aggregating  at  pres-* 
ent  aboat  $180 » 000, 000,  and"  have  outstanding  a  net  circulation  of  about 
$16,000,000«     That  means  that  for  $164,000,000  of  investimts  th^  have 
paid  gold  and  thereby  have  reduced  their  reserve  power  to  that  extent* 

If  they  could  have  paid  in  Federal  Reserve  notes  instead  of  gold, 

4, 

as  they  should  have  been  permitted  to  do,  th^  would  have  wasted  only  40^ 

« 

of  this  amoiant  and  would  have  retained  the  balance,  *that  is,  about  100 
millions,  as  a  potential  reserve  for  additional  /xote  issue*     As  stated  be- 
fore, it  does  not  necessarily  follow  that  Federal  Reserve  Banks  would  have 
mde  larger  investments  at  this  time;  it  is  not  at  all  likely  that  they 
would  have  done  so»     But  emphasis  coast  be  laid  upon  the  resulting  re- 
duction of  their  power  to  assist  the  couatry  in  an  ez^ergency* 

The  argument  is  used  that  if  Federal  Heservo  notes  had  been  paid  out 
and  could  have  been  ooiated  as  reservenoooney  by  the  stock  banks,  these 
notes  would  have  gone  into  the  vaults  of  the  member  banks  as  reserve  mon- 
^  ey,  and  caused  a  further  expansion  of  loans*      Eut  we  mast  not  forget  that 
the  saiae  result  has  follov^red  by  the  Federal  Reserve  Banks ^  ps^iig  out  gold. 
As  far  as  the  member  banks  are  concerned,  the  effect  is  the  same  whether 
they  receive  $164,000,000  in  gold  or  in  Federal  Beserve  notes  which  may  be 
counted  as  gold.      But  the  difference  is,  as  we  have  stated,  that,  under 
the  present  system,  the  lending  power  of  the  Federal  Reserve.  System  is 
being  impaired  too  fast* 

I 

Federal  Reserve  notes  "shall  be  obligations  of  the  United  States  and 
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shall  "be  receivable  "by  ^11  national  and  member  banks  and  tlie  Federal  Ee- 
serve  Banks  and  for  all  taxes,  customs  and  public  dues.      They  shall  "be 
redeemed  in  gold  at  the  Treasury/'  etc* 

Did  we  not  stop  half-vra,y  when  we  provided  that  bsuiks  are  thos  to  re- 
ceive Federal  Reserve  notes  in  payment  of  debts  between  each  other,  and 
from  their  depositors,  bat  cannot  count  them  as  reserve  for  the  paxpose 
of  dischargizi^  their  deposit  liabilities?     As  a  consequence,  banlcs  when 
settling  with  each  other  through  the  clearing  do  not  accept  Federal  Reserve 
notes  but  must  settle  with  lawful  reserve  money  -  that  is,  substantially 
In  gold*      If,  however,  a  bank  settled  directly  with  another  beuik  it 
could  pay  in  Federal  Reserve  notes  and  the  payee  bank  could  then  send  the 
Federal  Reserve  notes  to  its  Federal  Reserve  Bank,,  create  a  ba2.ance  and 

M 

then  count  that  as  reserve* 

It  is  fortunate  that  the  new  amendment  will  peimit  member  banks  to 
carry  any  part  of  their  required  vault  reserve  as  a  balance  with  the  Fed- 
eral Reserve  Bank  and  to  count  it  as  reserve.    It  is  hoped  that  this 
will  cause  member  bar^ks  promptly  to  adopt  the  habit  of  settling  their 
balances  with  each  other  by  transfer  of  credit  thro-ugh  tleir  Federal  He- 
serve  Banks,  thereby  releasing  gold  needlessly  tied  up  in  clearing  op- 
orations  and  in  their  vaults  and  reisedying,  to  a  certain  extent  at  least, 
these  anomalous  conditions. 

r 
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Must  rid  the  Cn'»mtxyo.f  Confusing 

Mul"^iplicit.y  ox  Currency.' 

In  dealing  with  this  question  of  reserves  aiid  note  issue,  it  is 
proper  and  necessary  that  we  proceed  step  by  step.    Splendid  progress 
has  been  made  in  these  last  two  years,  and  we  realize,  of  course,  that 
the  tracks  mast  be  shifted  many  a  time  before  we  can  reach  our  final 
goal.    Bat  we  mast  be  clear  about  tlxis  ultimate  aim  and  we  nnist  recog- 
nize  the  absolute  necessity  of  taking  certain  consecutive  steps  before 
monetary  and  banking  reform  will  be  ccmplete. 

Ultimately  we  mast  rid  our  country  of  the  confusing  multiplicity  of 

r  \ 

currency  with  which  we  are  now  afflicted,  and  the  Treasury  will  have  to 
stop  issuing  small  denomination  gold  certificates.    The  circa)ating  cur-  ^ 
rency  of  the  country  ought  to  be  silver  certificates  in  the  6mall  denom- 
inations,  and  Federal  Beserve  notes.    The  best  place  for  gold  and  gold 
certificates  will  be  in  the  Federal  Reserve  Banks.    Tne  national  bank 
currency  ought  to  be  systematically  withdrawn,  and  the  greenbacks  ought 
to  be  gradually  turned  into  gold  certificates  as  the  missing  gold  cover 
from  time  to  time  is  producea  by  the  excess  profits  to  be  received  from 
the  Federal  Eeserve  Banks  or  by  some  more  rapid  process  that  the  future 
may  evolve.    W^txle  this  process  is  taking  its  course,  I  think  we  are 
fully  justified  in  pemitting  the  Federal  Beserve  Banks  to  count  green- 
backs as  part  of  their  metallic  reserve.    It  is  freely  admitted  that 
this  is  not  absolutely  good  banking  theory.    But,  with  the  $155,000,000 


800 

gold  behind  these  notes  and  the  power  given  lio.  the  United  States  to  pro- 
vide the  additional  gold  cover  loy  a  sale  of  (rovemment  bonds,  we  may  be 
warranted  in  tenoporizixng  and  not  making  an  over-rigid  discrimination. 

One  cannot  deal  with  the  future  of  our  Federal  Be  serve  System  and 
our  reserve  problem  without  being  puzzled  by  the  (juestion,  what  will  be 
the  coming  standard  of  aifferentiation  between  Central  Reserve  Cities, 
Reserve  Cities  and  comitry  bank  places  when,  alter  laovember  16,  1917, 
balances  with  correspondent  banks  will  no  lor^ger  count  as  reserve.  I 
cannot  undertake  to  discuss  that  problem  today,  but  I  think  it  is  timely 
to  point  to  txiis  phase  and  invite  you  to  give  it  your  most  careful  con- 
sideration.   The  time  is  not  distant  when  we  siiall  have  to  deal  v.;ith 
this  conundrum  axia.  we  sha,ll  walcome  -  indeed,  we  shall  need  -  your  very 
best  thoughts  in  the  Datter. 

The  Federal  Reserve  System  is  the  beginnirig  of  an  imposing  stmc- 
ture  to  be  erected  upon  a  broad  foundation.    It  will  prove  a  costly 
edifice  unless  it  is  developed  to  its  full  growth  alorjg  these  broad 
lines.    Member  banks  and  the  coimtry  at  large  have  a  very  vital  and  ob- 
vious interest  in  this,  and  they  may  well  insist  that  there  be  no  stop- 
ping half-way  or  haphazard  additions  or  little  patch  work  here  and 
there. 

The  banks  and  the  country  are  now  entitled  to  enjoy,  and  will  soon 
require,  the  stroi^gest  possible  system,  and  the  further  it  progresses, 
the  more  the  concentration  of  gold  in  the  Fe^^eral  Reserve  Ranks  proceeds, 
the  further  the  discount  market  develops  and  the  further  grows  the  habit 
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of  banks,  large  and  small,  to  invest  in  bankers*  and  trade  acceptances, 
the  less  will  it  be  necessary  for  them  to  keep  landuly  large  sums  locked 
up  in  their  vaults,  and  the  easier  will  it  be  for  Federal  Beserve  Banks 
to  return  a  portion  of  their  paid  in  capital.  The  roads  to  reduced  re- 
serve  and  capital  requirements  lie  in  these  directions. 

If  meocber  banks  are  to  rely  for  their  protection  primarily  upon 
tjoeir  ability  to  create  balances  with  their  Federal  Reserve  Banks,  they 
must  be  certain  that  they  have  in  their  possession  an  easy  means  of  ap- 
proach, a  reliable  key  that  will  open,  for  them  the  aoor  leadii^  to  the 
Federal  Beserve  Banks'  vaiilts. 

■( 

Amendments  to  the  Law  of  Great  Importance. 
The  amendiDents  just  passed  by  Congress  are  of  great  importance  in 
this  respect.    Domestic  acceptances  wilx  prove  not  only  an  efficient 
means  of  directing  idle  funds  to  districts  vi^ere  they  my  be  profitably 
emqployed,  thus  working  towards  greater  equalization  of  interest  rates  « 
but  the  increased  supply  of  eligible  banking  paper   will  render  much  more 
easily  accessible  the  credit  facilities  of  the  Federal  Beserve  Banks. 

I  do  not  think  that  I  should  dwell  here  on  what  I  said  to  the  New 
York  State  banking  institutions  at  Atlantic  City  a  few  months  ago.  Let 
me  only  state  again  that  I  consiaer  it  the  duty  and,  at  the  same  time,  the 
best  self-interest  of  strong  State  banks  and  trust  companies  to  join  the 
system  and  contribute  their  share  to  the  gold  reserve  fund  that  is  being 
accumulateu  for  the  protection  and  progress  of  the  United  States.  We 
have  liberalized  to  tne  upmost  of  our  ability  the  conditions  under  which 
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these  institutions  my  enter  and  be  members  of  the  System.    They  may 
join  with  ail  tlieir  banking  powers  practically  undiminished.    It  has 
been  the  aim  of  the  Board  to  bring  about  a  basis  of  parity  between 
State  banks  and  national  banks  -  not  by  needlessly  tyirig  the  hands  of 
the  State  institutions,  but  rather  by  unshackling  the  hands  of  the  na- 
tional bariks  where  they  are  needlessly  tied. 

The  amendments  recomnended  by  the  Board,  most  of  wfoich  have  now  be- 
CGOie  law,  such  as  power  by  cwnersliip  of  certain  bank  stocks  to  operate 
in  foreign  countries,  to  accept  drafts  for  dcmestic  tfantactions,  and 

* 

for  certain  classes  of  finance  drafts  for  the  promotion  of  our  foreign 
banking,  to  make  loans  on  mortgages,,  etc.,  are  evidences  of  the  Board's 
policy  in  this  .respect .    In  the  same  spirit,  the  Board  hopes  that  na- 
tional banks  will  be  granted  the  power  to  operate  branches  in  cities 
where  State  laws  do  not  prohibit  State  banking  institutions  frcnn  oper- 
ating similar  branches.    Some  banks  have  raised  a  cry  of  alarm  and  have 
severely  arraigned  us  for  appearing  to  foster  a  branch  banking  monopoly 
apt  to  crowd  out  the  small  bank.    But  wi^ere  State  banks  and  trust  com- 
panies enjoy  the  right  to  operate  branches  (in  IJew  York  City  alone  there 
are  over  100  branches  of  such  institutions)  snail  banks  are  already  sub- 
ject  to  the  competition  of  these  State  bank  and  trust  company  branches. 
National  bank  branches  would,  therefore,  hardly  add  to  the  alleged  dis- 
comfort of  the  small  banks,  while  it  appears  unfair,  to  deny  this  right 
t9  national  banks  where  their  competitors,  the  State  institutions,  freely 

exercise  it. 


• 


Canadiaua  or  European  Branch  Bank  System 

IrLadvisable  H-re. 


I  do  not  believe  tliat  we  should  adopt  the  Canadian  or  European 
branch  banking  system.    It  contains  elements  of  excessive  centraliza- 
tion that,  with  the  American  spirit  of  aggressive  fight  for  supremacy 
and  control,  would  lead  to  unsound  and  undesirable  conditions.  But, 
restricted  to  city  lines  -  where  State  laws  permit  -  branch  banking 

« 

would  not  justify  an  outburst  of  hysterical  fear  of  the  octopus.    It  * 
would  rather  give  an  opportunity  to  the  smaller  ana  weaker  banks  to 
combine.    It  would  thus  enable  th^  more  effectively  to  meet  the  ^com- 
petition  of  their  more  powerful  neighbors,  to  make  better  profits  azid 

to  give  better  facilities  to  the  customers  they  serve. 

Duty  of  State  Institutions  to  join  Federal  Reserve  System. 

Self-respect  and  public  opinion  will  not  penuit  the  State  insti- 
tutions long  to  remain  in  the  position  of  shirking  their  duty  towards 
the  nation  and  the.  State  banks,  at  the  expense  of  the  national  banks, 
and  to  the  detriment  of  the  entire  country,  cannot  afford  to  refuse  to 
bear  their  fair  share  of  the  buraen,  nor  can  they  afford  to  be  deprived 
of  tiisir  fair  share  of  the  advantages. 

I  do  not  deny  that,  for  some  State  institutions,  particularly  those 
that  liave  private  bankers  on  their  boards,  it  may  prove  a  hardship  to 
lose  some  valuable  airectors,  and  tiiat  free  balances  vdth  Federal  Re- 
serve Banks  mean  some  loss  of  interest  for  most  of  these  Potential  State 
member  banks.    But  if  that  is  tiie  price  to  be.  paid  for  a  system  'jdiich  is 
to  insure  the  banks  and  the  inaustries  of  the  country  against  the  horrors 
of  some  of  the  panics  of  tije  past  and  ';yhich  will  give  us  the  possibility 
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of  future  growth  in  relative  safety  under  a  modern  system  of  mutual  pro- 
tection -  tlaen. these  sacrifices  oiaght  to  "be  borne  cheerfully  "by  every- 
"body  as,  indeed,  bein^  none  too  onerous. 

S^gggestions  for  Elimination  of  Harmful  and  Unneces- 
sary Restrictions  in  Operations  of  National  Banks. 

While  thus  I  do  not  hesitate  to  confess  freely  that  there  are  cer- 
tain necessary  inconveniences  that  have  to  be  borne  for  the  general 
good,  I  ^old  with  equal  emphasis  that  it  is  our  duty  to  remove  the  un- 
necessary shackles  that  hamper  and  inconvenience  the  banks  of  our  coun- 
try more  than  those  of  any  otner  nation  in  the  world.    My  vision  of  the 
future  wo'Jid  be  very  -unsatisfactory  indeed  if  t  did  not  j-wimit  me  to 
hope  for  the  reversing  of  many  an  antiq-uated  ruling,  court  decision,  or 
law,  which  needs  overhauling.    Indeed,  I  see  herein  one  of  the  most 
fruitful  fields  for  the  study  and  activity  of  the  Federal  Reserve  Board. 

It  would  lead  too  far  at  this  time  to  do  more  than  barely  epitomize 
these  thoughts.    If  banking  in  Europe  is  being  carried  on  largely  by 
cash  advances  on  deposit  account,  why  should  it  be  imlawful  with  us  to 
grant  such  overdrafts  to  business  concerns?    Do  you  realize  that  all 
rulings  in  this  respect  have  been  based  mainly  upon  a  court  decision 
rendered  in  1823,  involving  a    construction  of  the  powers  of  a  bank  op- 
erating under  a  charter  granted  by  Congress  in  1612,  about  50  years 
prior  to  the  passage  of  the  ilational  Bank  Act? 
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Lot  xae  ask  you  further:    V/hy  should  it  be  unlawful  to  charge  interest  in 
excess  of  65^!    The  present  discount  rate  of  the  Bank  of  England  is  6%  and  large 
corporations  and  firms  in  that  country  no  doubt  pay  more  than  6%  for  their  pre- 

* 

sent  credit  facilities  without  the  stigma  of  usury 'attaching  to  the  British 
banks  charging  the  higher  rates.  When  money  generally  is  worth  3^,  a  charge 
of  5)b  may  be  excessive;  but  when  money  is  generally  worth  6%,  a  chai'ge  of  7% 
should  not  be  considered  usury.  I  strongly  believe  in  the  protection  of  the 
public  against  extortionate  rates,  and  to  stabilize  rates  as  far  as  practic- 
able on  a  moderate  basis  is  one  of  the  chief  aims  and  objects  of  the  Federal 

* 

Reserve  Act,    But  we  should  have  reasonable  laws,  laws  recognizing  the  fluct- 
uating value  of  money,  like  that  of  any  other  cor^modity,  and  recognizing  that 
usury  exists  only  v/here  there  is  a  question  pf  extortion  -  where  the  borrower 
finds  himself  in  a  helpless  condition.    But- where  strong  and  solvent  concerns, 
of  their  own  fi'ee  will,  contract  for  loans,  there  can  be  no  question  of  usury. 
V/e  should  modernize  our  laws  in  this  respect. 

V/hy  should  national  banks  be  prevented  from  taking  commissions?  In 

■ 

Europe  the  conmission  account  of  banks  is  the  one  to  which  they  point  with 
the  greatest  pride.    i\ny  bank  may  execute  orders  fgr  the  investment  of  funds. 

♦ 

I  cannot  see  why  the  investment  of  depositors'  funds  should  not  be  a  proper 
function  of  banks. 

V/e  have  discussed  the  structure  of  the  Federal  Reserve  System  -  the 
foundation,  and  the  building  we  expect  to  see  erected  upon  it.    Um  the  final 
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question,.-  v/ho  shall  be  the  mster  of  the  house?    Shall  it  be  business  or  poli- 
tics or  a  neutral  non-business  and  non-partisan,  judicial  administration!    I  have 
no  doubt  that  the  country  v/ants  the  latter,  and  I  am  delighted  to  say  that  the 
character  of  the  Reserve  Board  and  oi  the  administration  of  the  Reserve  Banks  is 
of  that  nature  today.    But  if  we  want  to  be  certain  of  the  future,  I  believe  that 
nothing  should  be  left  undone  that  will  insure  the  greatest  independence  of  the 
Board  and  v/ill  thus  make  the  positions  of  members  of  the  Board  such  that,  in  com- 
ing generations,  these  off  ices -vi/ill  be  coveted  by  men  of  v/orth  like  seats  on  the 
Supreme  Bench  of  the  United  States*    The  safety  of  the  country  wOid  the  confid- 
ence  that  the  Federal  Reserve  System  will  enjoy  sure  dependent  upon  the  character 
and  the  ability  of  the  men  charged  v/ith  its  administration.    If  a  safe  future  is 
to  be  assured  to  the  System,  the  Act  must  be  perfected  where  it  stopped  half  way 
in  this  respect*    Of  course,  there  must  be  at  all  times  intimate  relations  be- 
tween the  Treasury  and  the  Federal  Reserve  Board  and  cooperation  in  broad  ques- 
tions of  national  policy,  but  there  must  be  only  cne  banking  and  discount  pol- 
icy and  not  the  possibility  of  two.    The  law  should  provide  that  the  administra- 
tion  of  the  Treasury  funds  within  the  Federal  Reserve  System  should  be  subject 
to  some  control  by  the  Bo£urd,  and  emergency  relief  operations  ought  to  be  car- 
ried  out  through  the  Federal  Reserve  Banks  and  not  directly  through  deposits  with 
member  banks  by  the  Treasury* 

m 

Adjustment  of  relations  betv>'een  Reserve  Board  and  the  Treasury  necessary* 
The  business  and  banking  community  should  f eel ^-ciei  tain  that  the  adjustment 
between  Treasury  and  member  banks  will  take  place  at  all  times  in  a  natural, 
v/ell-regulated  manner,  in  keeping  v/ith  the  general  banking  policy  adopted  by 
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the  Federal  Reserve  Board  and  the  Federal  Reserve  Banks.    If  at  certain  periods 
large* payments  are  to  be  made  by  the  member  banks  to  the  Treasury,  there  should 
be  an  easy  adjustment  ty  having  the  money  withdrawn  cpsrate  to  strengthen  the 
Federal  Reserve  System,  leaving  it  to  the  Board  ar-d  the  Federal  Reserve  Banks, 
by  rediscountihg  short  paper,  to  return  to  the  member  banks  sufficient  funds  to 
re-esTiablish  the  equilibrium.    But  this  important  function  of  balancing  the 
scales  ought  to  be  the  constant  care  of  the  Board,  under  a  consistent  plan  of 
operation,  and  not  the  domain  of  the  changing  and  arbitrary  policies  and  views 
of  each  succeeding  Secretary  of  the  Treasury.    That  was  the  original  plan  of  the 

Glass  billj  unfortunately  it  was  changed  in  conference.    It  is  much  to  be  hoped 

ir.  the  rlirection  of 

that  a  return  be  made  very  soon  _/the  original  project  so  that  the  danger  be 
removed  that  at  some  future  time  Federal  Reserve  Banks  or  member  banks-  may  ask 
and  secure  Treasury  deposits  without  consultation  with,  and  even  in  opposition  ' 
to,  the  wishes  and  policy  of  the  Federal  Reserve  Board. 

In  a  similar  way,  the  Board's  authority  and  efficiency  ought  to  be 
strengthened  by  providing  that  examinations  and  rulings  by  the  Comptroller's 
office,  and  the  compilation  of  banking  statistics  should  be  carried  on  under 
the  auspices  of  the  Board.    However  the  present  members  nay  have  been  able,  by 
personal  effort,  to  meet  the  organic  defects  of  the  law  -  the  fact  remains  that, 
as  it  stands  today,  it  places  the  Board  half  way  between  independence  and  depend- 
ence.    J^i  cannot  remain  long  in  that  position.     Evolution  will  carry  it  either  in 
one  direction  or  the  fether.    The  country  will  have  to  decide  which  development  it 
desires  and  express  itself  in  no  uncertain  voice. 

I  need  hardly  say  that,  whatever  views  I  have  expressed  in  this  address  I 
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have  giyen  you  as  my  own  personal  convictions  without  attempting  in  any  way  to 
speak  for  my  colleagues.  I  want  to  emphasise  lurthermore  that  whatever  I  have 
just  said  concerning  relations  between  the  Treasury  Department,  the  Comptroller's 

office  and  the  Board  must  be  corisidered  as  a  strictly  impersonal  statement,  hav- 

who  aro  "bound  by  the  law  as  it  stands 
ing  no  relation  whatever  to  present  incumbents^ and  applying  solely  to  principles 

which  have  an  important  bearing  upon  the  future.  " 

Qentral  Bank  unv;isa>  but  fewer  districts  v/ould  strengthen  the  System^ 
And  now,  in  closing,  let  m  say  again  that  I  am  an  unqualified  believer  in 
and  euthusiastic  supporter  of  the  Federal  Reserve  System.    Its  fundamental  prin- 
ciples cure  sound;  its  benefits  to  the  country  have  been  immense  and  >srill  become 
more  apparent  with  each  succeeding  yeaur.    Though  from  the  point  of  view  of  bank- 
ing  technique,  one  single  central  bank  would  have  been  easier  to  administer  and, 

■ 

in  some  respects,  might  have  been  more  economical  and  efficient,  I  am  convinced 
that  the  undisturbed  development  of  our  financial  system  is  better  assured  and 
that  danger  of  business  or  political  control  are  more  certain  to  be  avoided  by 
a  system  of  coordinated  central  banks.    That  the  system  might  possibly  be  simpli- 
fied and  made  stronger  and  more  efficient  by  merging  some  of  the  districts,  is  an 
opinion  held  by  many,  a  view  which  I  entertained  before  "Che  organization  of  the 
districts,  ana  -&o  wnich  I  am  sxill  wedded. 

The  Federal  Eessrve  System  is  an  ingenius  combination  of  centralization 
and  decentralization.    But  decentralization  carried  too  far  defeats  its  own  ends. 
If  you  try  to  create  100  indepenaent  centers  each  v/ill  be  too  weak  to  act  as  a 
point  of  crystallization,  and,  as  a  result,  they  will  all  dep.^nd  upon  the  one 
that  is  the  strongest  aiuongst  them.    If  it  is  the  object  of  the  syst«m  to  counter- 
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act  the  preponderance  of  one  district,  the  other  districts  must  be  strong  enough 
to  become  independent  centers  of  importance,  containing  a. sufficient  degree  of 
diversity  of  interests,  and  sufficiently  iaqposing  to  c<Mmnand  undoubted  prestige 
and  confidence.    By  merging  a  few  distri^cts  into  twin  districts,  greater  strength, 
greater  efficiency,  and  cheaper  operation  might  be  secured,  without  changing  or 
weakening  the  intiznate  touch  now  secured  by  the  respectivs  local  organizations* 
But  actual  experience  will  guide  us  ultimately  in  adjusting  this  problem. 
The  principle,  as  I  have  said,  is  sound,  and  it  is  the  duty  of  every  one  of  us 
to  devote  all  our  energy  and  our  best  thoughts  towards  bringing  it  to  its  fuU- 
est  fruition.    Let  us  be  frank  in  our  criticism,  but  at  the  same  time  fair.  We 
are  never  more  severe  than  when  we  criticize  our  own  children  -  that  lis  because 
we  love  them  best  and  entertain  for  them  the  highest  ambitions.    That  is  why  I 
have  been  frank  today  -  because  I  do  care  for  this  system,  because  I  do  care  for 
this  country  and  want  it  to  succeed  and  take  its  proper  place  as  a  financial  and 
industrial  power  amongst  nations.    That  is  why  I  think  that  the  bankers  of  the 
country  whose  ovm  success  or  failure  is  so  closely  linked  to  the  future  develop- 
ment of  the  Federal  Reserve  System  should  now  set  their  minds  upon  its  problems 
in  the  same  spirit,  as  friends  of  the  Systems,  as  fathers  -  if  you  please  -  who 
want  to  see  their  child  grow  and  develop,  even  if  it  entails  some  sacrifices  upon 


the  parents. 


Plea  for  Cooperation  by  Bankers  in  bring  about 
Greater  Uh&alfiahrtAas         T^rW^-n.  y^p^^^y, 


The  greatest  obstacle  in  the  way  of  the  Federal  Reserve  System's  freest  and 
most  beneficial  development  is,  on  the  one  hand,  selfishness  on  the  part  of  some 
of  our  inembers,  whose  vision  does  not  reach  beyond  their  own  limited  sphere,  and 
who  are  unable  to  grasp  the  larger  question  of  the  safety  and  future  of  the 
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country.    On  the  other  hand,  it  is  suspicion,  prejudice,  and  half  knowledge.; 

« 

These  obstacles  will  be  overcome  by  public  opinion  based  upon  better  education.' 
In  this  work  of  national  scope  and  importance  your  association  can  render  the 
greatest  service.    It  can  lead  within  its  membership  in  developing  sound  banking 

« 

practices  and  good  banking  ethics;  and,  as  towards  the  public,  it  can  lead  in  the 
work  of  teaching  the  gospel  of  modem  and  clean  banking  and  help  in  enacting  sound 
practices  into  sound  law. 

At  the  time  of  the  opening  of  the  Federal  Reserve  Banks,  Sir  George  Paish 
said  to  me,  "The  future  of  your  system  will  depend  upon  your  ability  to  get  under 


Banks  the  scattered  gold  of  vour  country".  Two 


yoars  have  passed  since.    We  have  made  great  headway  in  many  respects,  but  the 
organized  control  of  our  gold  is  still  in  its  incipient  stage.    One  reason  for 
this  disappointing  condition  is  that  the  State  institutions  have  not  done  their 
duty  towards  the  Systemj  the  other  is  that  there  ha.    not  been  enough  clear  Jihink- 


ing  and  too  much  immature  criticism.    Congress  will  not  give  us  the  necessary  re- 
lief until  there  is  greater  accord  in  the  minds  of  the  banks  and  our  financial 
writers* 

Has  it  occurred  to  some  of  our  critics  that,  before  assailing  us,  it  should 
be  their  duty  to  stop  to  consider  that  there  is  a   difference  between  reserves  of 
central  banks  and  member  bank  reserves,  and  that  a  greenback  and  a  Federal  Reserve 
note  are  as  different  as  day  and  night  -  the  one  issued  as  a  perpetual  currency  to 
pay  200  millions  of  the  Government's  debts  and  the  other  issuable  only  against  the 
purchase  of  self -liquidating  paper,  expanding  and  contracting  according  to  the 
amounts  so  invested,  and  secured  by  a  generous  minimum  reserve  of  gold?    Let  them 
bear  in  mind  that  it  was  that  kind  of  superficial  but  persistent  criticism  that 
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stood  in  the  way  of  banking  reform  in  years  gone  by|  that  made  us  endure  the  pain- 
ful experience  of  i907  before  submitting  to  tha  remedy  of  more  modern  methods  and 
that  delayed  final  action  until,  half  prepared,  v/e  had  to  meet  the  storm  of  1914, 
subject  to  disturbances  and  sufferings  v/hich  v/e  might  have  avoided,  and  losing  op- 
portunities v>rhich  should  have  been  ours. 

Some  of  these  critics,  sitting  in  their  little  chairs  at  their  little  desks, 
within  their  four  little  walls,  vath  very  little  knov/ledge  and  very  big  words, 
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stake  their  ov/n  local  views  against  the  world*  s  acknov/ledged  experience.  They 
disregard  the  fact  that  buildings  have  grown  so  high  and  reached  such  dimensions 
that  fire  engines  and  water  mains  -  the  weapons  of  protection  -.must  be  of  the 
most  pov/erful  and  most  modern  type.    Some  of  them  appear  to  think  "that  the  engine 
that  v/as  used  v/hen  father's  house  burnt  down  to  the  ground  is  good  enough  for 
everybody  and  that  thr3  big  nev/  houses  wont  burn  anyhov;"j  others  have  a  fire  engine 
of  their  own  inventiQn,  never  tried,  but  better  than  all  the  rest;  others  are  sore 
because  they,  themselves,  are  no  longer  the  fire  chiefs;  and  some  object  because 
they  do  not  v/ish  to  pay  their  share  for  adequate  protection. 

But,  gentlemen,  let  those  of  us  v/ho  believe  in  foresight,  experience,  and 
cooperation,  stand  together  and  let  us  secure  the  very  best  possible  protection, 
v/ithout  hysteria  and  extravagance  -  not  as  schemers,  but  as  conservative  and  con- 
scientious men;  as  cautious  captains  alive  to  our  responsibilities  and  to  the.  * . 
storms  that  must  cone. 

Immediately  after  the  beginning  of  the  war.  Hartley  Withers  wrote,  in  "The 
War  and  Lombard  Street",- 
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"It  was  the  chance  of  a  century  for  New  York,  itorican 
ambition  has  long  infoi'Tned  the  v/orld  that  the  United  States, 
having  been  the  world's  granary,  is  now  the  world's  most  pro- 
gressive manufacturer,  and  mecins  soon  to  be  the  world's  banker* 
This  sday  happen  sczoe  day,  and  might  have  happened  already  if 
American  policy  in  currency,  financial  and  fiscal  matters  had 
been  more  thrifty.    But  they  have  tied  thair  credit  system  in 
the  bonds  of  narrov/  banking  laws  and  their  trade  in  those  of 
a  cramping  tariff.    These  bonds  they  have  just  begun  to  shake 
off,  and  if  the  crisis  had  happened  a  few  years  later  they., 
might  perhaps  have  made  a  bid  for  London's  place  as  the  world 
banker," 
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"It  was  the  chance  of  a  century,  but  Nev/  York  could  not  take 
it.    When  London  called  in  its  credits  from  other  countries, 
any  centre  that  could  have  said  to  these  countries,  'We  will 
give  you  the  credit  that  London  has  cut  off,  and  lend  you  the 
money  to  pay  London,'  would  have  stepped  straight  on  to  London's 
financial  throne  and  set  London  a  very  difficult  task  to  regain 
it  after  the  war  v;as  over.    In  spite  of  the  large  amounts  of  gold 
taken  from  America  to  Europe  before  the  war,  the  United  States^ 
"had  still  a  huge  store  within  its  borders  -  some  estimates  of  it 
ranged  up  to  400  millions  sterling.    If  the  United  States  had  had 
the  courage  to  use  this  mountain  of  metal  and  let  other  countries 
draw  on  it,  London  would  have  had  more  gold  than  it  knew  what  to 
do  with,  and  New  York  would  have  had  a  big  slice  of  London's  bus- 
iness.   But  America  feared  to  use  its  gold  and  held  on  to  it  as 
tightly  as  it  could,  fearful  of  internal  trouble  and  a  run  on  its 
banks  if  too  much  of  the  metal  went  abroad." 

Since  writing  the  above,  two  years  ago,  Mr.  Withers  has  greatly  modified 
his  views.    In  his  latest  book,  "International  Finance",  published  a  few  months 
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ago,  he  says: 

"America  is  now  one  of  the  leading  powers  in  international  fin- 
ance, and  on  the  wise  and  skiUia.usA  of  its  strength  the  future 
prosperity  of  the  .civilized  world  v/ill,  to  a  great  extent,  depend." 

Shall  we  be  found  wanting?    The  answer  will  laregly  depend  upon  you,  the 

.bankers  of  the  United  States;  upon  the  strength  you  give  to  your  Federal  Reserve 

System  and  upon  your  contribution  to  the  moulding  of  its  future. 


